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FISCAL DECENTRALIZATION – Edison Sihombing 
 
At the beginning of the 1980’s the need for a law regulating the relationship between 
central and regional financing was already being considered. However, it wasn’t until the 
end of the New Order government that Law No.25 on Central and Regional financial 
equilibrium was actually put into effect. 
 
Demands for this law emerged in response to inconsistent regional “subsidies’ and 
“assistance” provided by the central government. Some of the problems which emerged 
are: 
• Planning aspect: a top-down central government development approach which lacked 

stakeholder participation 
• Implementation aspect: regions had to submit to central implementation and technical 

guidelines 
• Supervision aspect: the tasks of functional supervision agencies overlapped 
 
Law No. 25 on Central and Regional Financial Equilibrium (PKPD) directly relates to the 
implementation of regional autonomy, state finance efficiency and good-governance 
principles such as participation, transparency and accountability.  
 
PKPD support for regional autonomy can be clearly seen in the increase in funds 
distributed to the regions; general allocation funds (DAU), revenue-shared funds, and 
special allocation funds (DAK). In line with an increase in regional funding is: 
• An increase in the expenditure ratio (expenditure difference between regional and 

central government). 
• Greater Regional freedom to allocate and manage funds from the central government. 
• Horizontal supervision and responsibilities: funding no longer solely under central 

control (vertical), but rather the peoples’ responsibility through the regional 
legislative (DPRD) 

 
State financial efficiency is evident in local administration services. Prior to the 
implementation of regional autonomy local government projects were often managed by 
central agencies. This often cost more than if the local government had managed the 
projects themselves.  
 
The concept of good governance is evident in the decision making process. Universities 
were involved in the funding allocation formulation of Government Regulation 104/2000 
(equilibrium funds) and the Regional Autonomy Board had to approve the funding 
formulation before it could become a Presidential Decree. 
 
Regional Regulation 105/2000 (further explanation of Law 25/1999) regulates regional 
financial management: 
• Planning: budgeting based on a performance approach and the unification of the 

routine and development budgets. 
• Implementation: based on prevailing regional government financial accounting. 



• Responsibility: regional head financial responsibilities include budget calculations, 
budget calculation notes, cash flow reports, and balance sheets. 

 
Government Regulation 11/2001 on Regional Finance Information: 
A regional finance information system (SIKD) is needed so that the population can easily 
access public information documents regarding regional finance. This system also allows 
the population to access information regarding the utilization of funds obtained from the 
population through tax and retribution.  
 
The Ministry of Finance has issued a decree on the Formation of a Central and Regional 
Financial Equilibrium Implementation Consolidation and Evaluation Team which has 
already established a working group. This group’s task is to prepare a regional 
government financial accounting system and standards (SAKPD). 
 
Fiscal Decentralization Policy 
 
Fiscal policy will be implemented through State budget and Regional Budget 
Government policy: 
• regarding the management of state revenue 
• regarding state expenditure management controls 
 
Fiscal decentralization policy in Indonesia emphasizes the expenditure aspect by 
maximizing regional portions. Heterogeneous inter-regional conditions such as, 
populations size, regional area, population density, geographical conditions, regional 
economic potential and conditions can be cited as reasons for this. 
 
Balancing funds include: 
• Regional Share of Property Tax, Building and Land Tax, Income Taxes, Individual 

Tax, and Natural Resource Tax. 
• General Allocation Funds 
• Special Allocation Funds 
 
The implementation of regional autonomy effectively started in January 2001. The total 
amount of funding allocated to the regions through Balancing Funds (DP) was Rp. 81.67 
trillion. 
 
• If compared with GDP, the percentage of DP in 2001 reached 5.7%, a significant 

increase from 2000 (Rp. 33.5% or 3.7% of GDP). 
• In 2000, the percentage of DP only changed by 22% of Domestic Revenue, while in 

2001 it increased by 31% of Domestic Revenue. 
• If compared to State Expenditure, 2000 Domestic Revenue was 17.75% of total State 

Expenditure, while in 2001 it reached 25.8%. 
• A significant increase in the transfer of funds to the regions through DP, reduces the 

management role of the central government and increases the role of the regional 
government. 

 



The first stages of decentralization implementation have been hindered by current 
problems the nation is facing. The multidimensional crisis has put state financial 
conditions at a dangerous level, including the 2001 budget deficit which is considerably 
high and could possibly increase above what was originally assumed (3.7% of GDP or 
Rp. 52.5 trillion). 
 
To cover part of the 2001 budget deficit the government and state parliament developed a 
package which involves withdrawing state enterprise and regional government loan 
arrears and placing state debentures on the regions, primarily regions with a financial 
surplus. 
 
The government will also issue surplus regions with state debentures which are drafted so 
that they are competitive with other forms of investment and bank interest. The 
debentures placed on surplus regions will be used for the budget and financing 
government official and non-government official expenses as well as development 
expenses. 
 
The Implementation of Fiscal Decentralization 
The allocation of DAU is not divorced from the other DP components (except DAK), 
where the transfer of revenue from the government is one package. The DAU formula 
will continue to use a fiscal gap approach, that is, regional needs compared with regional 
revenue potential. Therefore, DAU will be used to close the gap if regional needs exceed 
regional revenue potential. 
 
The basic principles and variables used in the DAU formula will refer directly to Law 
No. 25/1999. The DAU formula must be simple so that all interested parties can clearly 
and easily understand it. It is hoped that the Regions will be capable of independently 
calculating the amount of DAU they should receive. 
 
As a result of DAU formulation changes, several regions will experience a reduction in 
the amount of DAU revenue from 2001. This will mainly happen in regions with a 
relatively large fiscal capacity and regions which overestimated fiscal needs in their 2001 
DAU calculations. Various regional Government Associations have agreed on the 2002 
DAU formulation. However, it is still possible that modifications to the formulation will 
be made. 
 
Revenue sharing funds are made up of natural resource tax revenue and non-tax revenue. 
Revenue sharing funds are based on financial balancing calculations of producer region 
potential. Existing internal government problems and problems relating to enterprises 
need to be overcome to ensure that the regions do not face financial loss in revenue 
sharing. 
 
The three DP components (DAU, DAK and Revenue Sharing) should be seen as “one 
financial packet” used to support regional administrations in addition to financial sources 
in the Regions themselves (PAD).  Therefore, it needs to be reiterated that fiscal 



decentralization is not just focused on DP, but also Regional ability to efficiently utilize 
and manage regional potential. 
 
The shaping of regional autonomy will be a long process and will demand perseverance 
and patience before the outcomes can be enjoyed. Both the Central and Regional 
governments are on a learning curve which means many things still need modification 
and improvement. There are also a number of risk factors which need to be technically, 
administratively and procedurally addressed. 
For example: 
• The factual evaluation of development and governance authority and responsibilities. 
• The application of minimum standards for the implementation of social services in 

each administration sector 
• Solving the problem of the transfer of government assets from the Central to Regional 

governments 
• Estimating administration, social services and development costs which are 

dependent on solving the above mentioned problems 
• Other technical, administrative and procedural problems in the implementation of 

regional autonomy 
 
 
 
 
 
 
 
 
 
 
























